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INTERNAL REVENUE SERVICE
RESTRUCTURING AND REFORM BILL:
A NEW FACE FOR FOBE AND MORE
— by Neil E. Harl*
The Internal Revenue Service Restructuring and Reform Bill,1 the most popular bill
to make its way through Congress in several decades, contains several provisions of
importance to farmers and ranchers. The legislation has passed the House of
Representatives and the Senate but had noy yet been signed into law at press time,
although the President’s signature is likely.
Holding period for long-term capital gains
In the conference committee deliberations on the legislation, a provision was added
to reduce the holding period for long-term capital gains treatment from “more than
18 months” to “more than 1 year.”2  That returns the holding period to where it was
before enactment of the Taxpayer Relief Act of 1997.3  The amendment reducing the
holding period is for sales and exchanges in taxable years ending after December 31,
1997.4  Thus, it still leaves the old holding period in place for transfers after July 28,
1997, and before January 1, 1998.
It is important to note that the new, shorter holding period does not apply to eligible
livestock.5  The holding period for cattle and horses continues at 24 months or more;6
the holding period for other livestock held for draft, dairy, breeding or sporting
purposes is 12 months or more.7
Capital gains netting procedure
The 1998 amendments follow the netting procedure set forth in Notice 97-59.8  The
basic netting procedure specifies that within each tax rate group, gains and losses are
netted to arrive at a net gain or loss from the group.  After that process has been
accomplished, the following netting and ordering rules are applied—
•  Short-term capital losses (including short-term capital losses from a prior year)
are applied first to reduce short-term capital gains, if any, that would otherwise be
taxable at ordinary income tax rates.  A net short-term loss is used first to reduce any
net long-term capital gain from the 28 percent group.  Any remaining short-term loss
is then used to reduce gain from the 25 percent group and then the 20 percent group.9
•  A net loss from the 28 percent group (including long-term capital loss
carryovers) is used first to reduce gain from the 25 percent group, then to reduce net
gain from the 20 percent group.  A net loss from the 20 percent group is used first to
reduce net gain from the 28 percent group and then to reduce gain from the 25
percent group.
Any resulting net capital gain attributable to a particular rate group is taxed at that
___________________________________________________________________________
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group’s marginal tax rate.10  These provisions apply to tax
years ending after May 6, 1997.11
Inherited property
The 1998 legislation provides that inherited property is
generally eligible for the lowest applicable capital gains
rate with the property held for the requisite period.12  This
provision is effective for tax years ending after May 6,
1997.13
This amendment addresses the problem generated when
the holding period for long-term capital gains treatment
was increased in 1997 (and then reduced in 1998).
Unrecaptured Section 1250 gain
The 1998 amendments provide a new formula for
calculating unrecaptured Section 1250 gain.14  Under the
new calculation procedures, the amount of unrecaptured
Section 1250 gain is the excess, if any, of (1) the amount of
long-term capital gain that is not otherwise treated as
ordinary income, that would be treated as ordinary income
if Section 1250(b)(1) included all depreciation and the
applicable percentage under Section 1250(a) were 100
percent, over (2) the excess, if any, of 28 percent loss over
28 percent gain.15
The new formula is effective for tax years ending after
December 31, 1997.16
Family-owned business deduction
As we discussed in the May 22, 1998, issue of the
Digest,17 the family-owned business exclusion was
transformed from an exclusion into a deduction and
repositioned in the Internal Revenue Code as Section
2057.18  The maximum deduction is set at $675,000 under
the new law;1 9  the exemption equivalent of the unified
credit is set at $625,000 and continues at that level.20  Thus,
the combined amount is $1,300,000 for 1998 and
thereafter.  The difference from prior law is that the unified
credit exemption equivalent amount (for those electing the
family-owned business deduction) does not phase up from
$625,000 to $1,000,000 but remains at $625,000; the
family-owned business deduction remains at $675,000
rather than phasing down to $300,000.  If an estate includes
less than $675,000 of qualified family-owned  business
interests, the unified credit exemption amount is increased
on a dollar-for-dollar basis but only up to the applicable
exclusion amount otherwise available for the year of
death.21  Thus, the unified credit will vary from estate to
estate depending on the amount of the qualified family-
owned interest deductions.
Example:  A decedent dies in 1999 (when the applicable
exclusion amount is $650,000) with an estate which
includes a qualifying farm business valued at $1,440,000.
The estate elects to take the maximum QFOBI deduction of
$675,000.  The applicable exclusion amount would be
$625,000.
The FOBI deduction applies only for federal estate tax
purposes and is not available for federal gift tax or
generation skipping transfer tax purposes.22  The deduction
applies “for purposes of the tax imposed by section
2001.”23
New basis at death.  By shifting the provision from an
exclusion from the gross estate to a deduction from the
gross estate, the questions relating to whether the assets
involved would receive a new income tax basis at death24
have been resolved.  With the assets involved included in
the gross estate, a new income tax basis at death is
assured.25
Includible gifts of interests.  The legislation clarifies the
formula used to determine the amount of gifts of QFOBIs
includible in the definition of the decedent’s adjusted gross
estate for purposes of determining whether the estate meets
the 50 percent requirement.26  Before the amendment,
includible gifts were defined as the excess of the sum of—
(1) the amount of QFOBI gifts to members of the
decedent’s family taken into account as adjustable taxable
gifts, plus (2) the amount of QFOBI gifts to members of the
decedent’s family otherwise excluded under the federal gift
tax annual exclusion, over the amount of such gifts
otherwise included in the gross estate.2 7   The 1998
amendment defines includible gifts as the sum of (1) and
(2) above and omits the rest of the provision.28
Transfers in trust.  The 1998 legislation clarifies that
property passing to a trust may be treated as having passed
to a qualified heir if all of the beneficiaries of the trust are
qualified heirs.29  The statute referenced covers transfers to
partnerships and corporations as well as trusts.
“Trade or business” requirement.  As enacted in 1997,
the FOBE statute did not include the “qualified use” test
which laid down the requirements to be a “trade or
business” (even though many of the provisions were drawn
from special use valuation).30  Rather, the FOBE invoked a
“passive asset” test which excluded from eligibility assets
producing various types of passive income including
“rents.”3 1   The result was that leased assets, under some
circumstances, would not be eligible for the exclusion—
•  Those rented under a cash rent lease regardless of the
identity of the lessee (family member or family-owned
entity).32
•  Assets rented under a non-material participation crop or
livestock share lease with minimal involvement in decision
making under the lease.33
The 1998 legislation, to remedy that problem, specifies:
“In the case of a lease of property on a net cash basis
by the decedent to a member of the decedent’s family,
income from such lease shall not be treated as personal
holding company income for purposes of subparagraph
(C), and such property shall not be treated as an asset
described in subparagraph (D)(ii), if such income and
property would not be so treated if the lessor had
engaged directly in the activities engaged in by the
lessee with respect to such property.”34
In addition, the statute amended the definition of a
“qualified family-owned business interest” to state that
“…a decedent shall be treated as engaged in a trade or
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business if any member of the decedent’s family is engaged
in such trade or business.”35
Focusing just on that statutory language, if a decedent
were renting land to a son or daughter under a cash rent
lease, would the land be eligible for the deduction?  The
question is whether land cash rented to a child would be
deemed to be used in the child’s trade or business.  If it
were, the land would be eligible.  The statutory language,
standing alone, does not make that clear.  Indeed, a good
argument could be made that all the addition did is to make
the father eligible to claim the deduction for the child’s
business—which the father does not own.
The Senate Finance Committee report3 6  clarifies the
matter by stating—
“The provision clarifies that an individual’s interest in
property used in a trade or business may qualify for the
qualified family-owned business provision as long as
such property is used in a trade or business by the
individual or a member of the individual’s family.
Thus, for example, if a brother and sister inherit
farmland upon their father’s death, and the sister cash-
leases her portion to her brother, who is engaged in the
trade or business of farming, the “trade or business”
requirement is satisfied with respect to both the brother
and the sister.  Similarly, if a father cash-leases
farmland to his son, and the son materially participates
in the trade or business of farming the land for at least
five of the eight years preceding his father’s death, the
pre-death material participation and “trade or business”
requirements are satisfied with respect to the father’s
interest in the farm.”
While the statute could be worded more clearly, and in a
manner less susceptible to other interpretations, the
committee report leaves little doubt as to what was
intended.  Coupled with the amendment specifying that rent
from a cash rent lease to a family member is not to be
considered personal holding company income,37 it is clear
that cash rent leasing to a member of the decedent’s family
or to a family entity owned by members of the decedent’s
family does not preclude eligibility.  By a parity of
reasoning, share leasing to a family member (or family-
owned entity) with minimal involvement by the decedent
should likewise not jeopardize eligibility although that will
not be known with certainty until ruled upon, litigated or
specified in regulations.
Post-death “trade or business” requirement.  Even
though the FOBE statute as enacted did not contain a post-
death “qualified use” test38 for purposes of recapture of
benefits, and the Joint Committee on Taxation insisted that
cash rent leasing post-death would not lead to recapture “if
the heirs cash lease the farmland to a member of the
decedent’s family39 who operates a business on that land,40
the FOBE statute referred six times to “business” and
“qualified family-owned interest”41 and passive assets are
excluded from such interests.42  This suggested that cash
rent leasing (and non-material participation share leasing
with minimal involvement in management by the property
owner) would lead to recapture in the post-death recapture
period.
The 1998 amendments add language to the recapture part
of the statute to state that—
“A qualified heir shall not be treated as disposing of an
interest…by reason of ceasing to be engaged in a trade
or business so long as the property to which such
interest relates is used in a trade or business by any
member of such individual’s family.”
The amendment provides protection for lease, gift, sale or
death-time transfer of business interests or assets from a
qualified heir to any member of the qualified heir’s family
when the assets continue to be used in the business.
However, the language provides no protection for the sale
or exchange of grain or livestock in inventory to others, the
sale or exchange of machinery and equipment or transfers
of other property to persons other than members of the
qualified heir’s family.  Thus, while the language
represents an improvement over FOBE language, the
provision is still deficient in those respects.  It is noted that
an earlier Committee report recognized the post-death
transfer problem for grain, livestock and machinery and
indicated that such transfers should not lead to recapture.43
Like-kind exchanges and involuntary conversions.  The
1998 amendments make the special use valuation rules for
involuntary conversions and like-kind exchanges44
applicable to family-owned business interests.45
Recapture calculations.  The 1998 legislation clarifies
that the total amount of additional estate tax imposed if
recapture occurs is the difference between the actual
amount of estate tax liability for the estate and the amount
of estate tax that would have been owed had the qualified
family-owned business deduction not been taken.46
The amendments involving the family-owned business
deduction are effective for the estates of decedents dying
after December 31, 1997.47
Generation skipping transfer tax
The 1998 legislation made several technical changes in
the generation skipping transfer tax.
Indexing.  The amendments clarify that indexing of the
GST exemption48 is applicable only to generation skipping
transfers made after 1998.49
Election regarding revocable trusts.  The 1998
amendments clarify that the election to treat a revocable
trust as part of a decedent’s estate for GST purposes is
limited to the scope of the statutory provision5 0  which
allows portions of a trust attributable to transfers from
different transferors or substantially separate and
independent shares of different beneficiaries in a trust to be
treated as separate trusts.51
Installment payment of federal estate tax
The 1998 legislation clarifies that the special two percent
interest rate is not available for deferred federal estate tax
payment involving personal holding company stock and
non-readily tradable business assets.52  In those instances,
the applicable interest rate is 45 percent of the rate on
underpayment of tax.53
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Tax Court jurisdiction
The IRS Restructuring and Reform Act makes it clear that
the Tax Court’s jurisdiction to determine an estate’s
eligibility for installment payment of federal estate tax
extends to the issue of which firms includible in a
decedent’s gross estate are eligible for 15-year installment
payment of federal estate tax.54
Revaluation of gifts
The 1998 legislation makes it clear that, in determining
the amount of prior taxable gifts for federal estate tax
purposes, the value of such gifts is the value as finally
determined even if no federal gift tax was paid or assessed
on the gift.55  Thus, the final determination of a gift’s value
could be the value—(1) reported on a federal gift tax
return, if not challenged by IRS before expiration of the
statute of limitations; (2) determined by IRS, if not
challenged by the taxpayer in court; (3) determined by a
court; or (4) agreed upon by the taxpayer and IRS in a
settlement.56
Qualified conservation easement
Under the 1998 amendments, the election to exclude a
certain percentage of the value of land subject to a qualified
conservation easement from a decedent’s estate must be
made on or before the due date (including extensions) for
filing the decedent’s federal estate tax return.57  If an estate
tax deduction is allowed for a qualified conservation
easement,5 8  no income tax deduction is allowed to the
decedent’s estate or to the decedent’s qualified heirs.59
These provisions are effective for estates of decedents
dying after December 31, 1997.60
Exclusion of meals from income
Under the 1998 act, if more than one-half of the
employees to whom meals are provided on an employer’s
premises are provided for the convenience of the employer,
then all of the meals are treated as furnished for the
convenience of the employer.61  If that test is met, the value
of all meals is excludable from the employee’s income and
is deductible by the employer.
This provision is effective for tax years beginning before,
on or after the date of enactment of the bill.62
Deductions for deferred compensation
The 1998 amendments add a provision that an employer
can deduct accrued vacation or severance pay in a
particular year only if the vacation or severance pay is
actually received by the employee on or before 2 1/2
months after the end of the tax year.63
The provision is effective for tax years ending after the
date of enactment.64
Depreciation limits on electric cars
A technical correction specifies that the maximum
depreciation amounts that may be claimed for electric cars
in the years following the regular depreciation period are
tripled.65
This provision applies to property placed in service after
August 5, 1997, and before January 1, 2005.66
Principal residence
Several technical corrections have been enacted involving
the exclusion of gain from income on sale or exchange of
the principal residence enacted in 1997.67
Proration of exclusion.  Effective for sales or exchanges
after May 6, 1997,68 the $250,000 or $500,000 exclusion,
not the amount of realized gain, is prorated for a taxpayer
who does not meet the two-year ownership and use
requirements in the event of a sale or exchange because of
a change in place of employment, health or unforeseen
circumstances.69
Separate computation.  A technical correction clarifies
that the limit on the amount of excludable gain is computed
separately for each spouse for married individuals filing
jointly who fail to qualify for the $500,000 exclusion for
gain on a residence because they do not satisfy the two-year
ownership test, two year use test and the prohibition on any
other sale or exchange of a residence within the last two
years.70  The provision is effective for sales and exchanges
after May 6, 1997.71
Transactions on August 5, 1997.  The 1997 amendments
specify that a taxpayer may elect to apply prior law to a
sale or exchange on August 5, 1997, as well as to sales and
exchanges occurring before August 5, 1997.72
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CASES, REGULATIONS AND STATUTES
by Robert P. Achenbach, Jr.
BANKRUPTCY
    GENERAL   -ALM § 13.03.*
SETOFF. The debtor had obtained a loan from the
FmHA on which the debtor had defaulted pre-petition. The
debtor had also enrolled farm land in the Conservation
Reserve Program (CRP). The FmHA notified the debtor of
its application to the ASCS to offset the debtor’s CRP
payments against the default on the debtor’s FmHA loan.
The offset was allowed and the debtor filed for Chapter 13.
The debtor assumed the CRP contract. The debtor argued
that the FmHA was not entitled to offset the CRP
payments in the bankruptcy case because the CRP contract
was executory and contingent upon the debtor’s
performance. In addition, the assumption of the contract
post-petition destroyed the mutuality between the pre- and
post-petition CRP contracts. The Bankruptcy Court had
agreed with the debtor, but the District Court held that the
filing of the bankruptcy case and assumption of the CRP
contract did not change the basic rights and obligations of
the parties and that the CRP payments could be offset
against the debtor’s debt to the FmHA. On remand, the
Bankruptcy Court held that setoff was not allowed because
the FmHA obligation was incurred pre-petition and the
CRP payments would occur post-petition. The appellate
court reversed, holding that the District Court decision was
the law of the case and controlled to allow the setoff. In re
Buckner, 218 B.R. 137 (Bankr. 10th Cir. 1998), rev’g,
211 B.R. 46 (Bankr. D. Kan. 1997), on rem. from, 165
B.R. 942 (D. Kan. 1994), app. dismissed, 66 F.3d 263
(10th Cir. 1995).
   FEDERAL TAXATION    -ALM § 13.03[7].*
DISCHARGE. When the debtor failed to file income
tax returns for 1982 through 1988, the IRS prepared
substitute returns and assessed the debtor for the taxes
determined by those returns. The debtor then filed returns
